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I N T R O D U C T I O N  -- FOMC C H A R T  SHOW - 

D u r i n g  o u r  p r e s e n t a t i o n s  w e  w i l l  b e  r e f e r r i n g  t o  t h e  

p a c k a g e  o f  c h a r t  m a t e r i a l s  d i s t r i b u t e d  t o  y o u .  The  s t a f f  f o r e -  

c a s t  p r e s e n t e d  i n  d e t a i l  i n  t h e  G r e e n b o o k  i s  b a s e d  upon  s e v e r a l  

a s s u m p t i o n s  t h a t  a r e  d i s p l a y e d  in t h e  f i r s t  c h a r t  o f  t h e  p a c k a g e .  

F o r  m o n e t a r y  p o l i c y ,  we c o n t i n u e  t o  a s s u m e  g r o w t h  o f  M - l A - -  

a b s t r a c t i n g  f r o m  s h i f t s  i n t o  MOWS--of 4% p e r c e n t  i n  1 9 8 1  a n d  3 - 3 / 4  

p e r c e n t  i n  1 9 8 2 .  T h e  a s s u m p t i o n s  r e p r e s e n t  t h e  m i d p o i n t  o f  t h e  

t e n t a t i v e  r a n g e  s e t  l a s t  J u l y  f o r  1 9 8 1  a n d  a f u r t h e r  % p e r c e n t a g e  

p o i n t  r e d u c t i o n  i n  1 9 8 2 .  T h e  c o r r e s p o n d i n g  g r o w t h  r a t e  of  M - 1 B  

i s  a l s o  shown.  The  f i s c a l  p o l i c y  a s s u m p t i o n s  i n c l u d e  some 

r e s t r a i n t  on g r o w t h  o f  f e d e r a l  e x p e n d i t u r e s  a s  w e l l  a s  a 

p e r s o n a l  i ncome  t a x  c u t  a n d  l i b e r a l i z a t i o n  of  a c c e l e r a t e d  d e p r e -  

c i a t i o n  a l l o w a n c e s .  

I 

G 
A d d i t i o n a l  i n f o r m a t i o n  on  t h e  f e d e r a l  b u d g e t  o u t l o o k  

i s  p r e s e n t e d  i n  t h e  n e x t  c h a r t .  F e d e r a l  o u t l a y s  a r e  p r o j e c t e d  

t o  grow l e s s  r a p i d l y  i n  t h e  c u r r e n t  f i s c a l  y e a r  t h a n  i n  1 9 8 0 ,  

a n d  t o  m o d e r a t e  f u r t h e r  i n  1 9 8 2 .  T h e  a s s u m e d  e x p e n d i t u r e  r e s t r a i n t  

f a l l s  o n  n o n d e f e n s e  a r e a s  a n d  a m o u n t s  t o  c u t t i n g  $ 7  b i l l i o n  o u t  

o f  t h e  c u r r e n t  y e a r  b u d g e t  a n d  a b o u t  $ 2 5  b i l l i o n  o u t  o f  t h e  1 9 8 2  

b u d g e t .  T h e s e  c u t s  s eem r o u g h l y  i n  l i n e  w i t h  t h e  new a d m i n i s t r a -  

t i o n ' s  a n n o u n c e d  i n t e n t i o n s ,  a n d  a r e  q u i t e  a m b i t i o u s .  However ,  

t h e  s t a f f ' s  e c o n o m i c  and  f i n a n c i a l  f o r e c a s t  d i f f e r s  f r o m  t h a t  

u n d e r l y i n g  t h e  o f f i c i a l  b u d g e t  a n d  e n t a i l s  h i g h e r  o u t l a y s  f o r  

i n t e r e s t  a n d  unemploymen t  c o m p e n s a t i o n  a s  w e l l  a s  l o w e r  t a x  
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r e c e i p t s .  T h u s ,  t h e  u n i f i e d  b u d g e t  d e f i c i t  i n  1 9 8 1  is p r o j e c t e d  

t o  b e  l i t t l e  c h a n g e d  f r o m  t h e  p r e c e d i n g  y e a r  a n d  t o  r i s e  t o  t h e  

n e i g h b o r h o o d  o f  $80 b i l l i o n  i n  f i s c a l  1 9 8 2 ,  w i t h o u t  a n o t h e r  c u t  

i n  p e r s o n a l  i n c o m e  t a x e s .  
I 

On t h e  m o n e t a r y  p o l i c y  s i d e ,  t h e  t o p  p a n e l  o f  t h e  n e x t  

c h a r t  d i s p l a y s  t h e  b e h a v i o r  o f  M-1A a n d  M - 1 B  d u r i n g  r e c e n t  y e a r s  

and  t h e  a s sumed  g r o w t h  f o r  1 9 8 1  a n d  1 9 8 2 .  The d a t a  shown h a v e  

b e e n  a d j u s t e d  t o  a t t e m p t  t o  remove  t h e  e f f e c t s  o f  s h i f t s  i n t o  ATS 

a n d  NOW a c c o u n t s  i n  t h e  p a s t ,  a n d  t o  a b s t r a c t  f r o m  s u c h  s h i f t s  i n  

t h e  f u t u r e .  A s  i s  c l e a r ,  t h e  a s s u m e d  g r o w t h  i n  1 9 8 1  r e p r e s e n t s  

a c o n s i d e r a b l e  d e c e l e r a t i o n  f r o m  t h a t  e x p e r i e n c e d  l a s t  y e a r .  The  

s t a f f  f o r e c a s t  o f  t h e  economy e n t a i l s  s t r o n g  demands  f o r  g o o d s  

a n d  s e r v i c e s  a t  h i g h e r  p r i c e s  a n d  a l o n g  w i t h  m o n e t a r y  r e s t r a i n t  

r e s u l t s  i n  s i z a b l e  i n c r e a s e s  i n  t h e  v e l o c i t y  o f  M-1B o v e r  t h e  

1 9 8 1 - 8 2  p e r i o d - - s h o w n  i n  t h e  m i d d l e  p a n e l .  S u c h  g r o w t h  of  

v e l o c i t y  w e l l  a b o v e  s e c u l a r  t r e n d  w o u l d  b e  c o n s i s t e n t  w i t h  r i s i n g  

i n t e r e s t  r a t e s ,  w h i c h  a r e  shown i n  t h e  l ower  p a n e l .  W h i l e  i n t e r e s t  

r a t e s  c o u l d  w e l l  d i p  i n  c o m i n g  m o n t h s  a s  n o m i n a l  G N P  g r o w t h  s l o w s  

f r o m  r e c e n t  h i g h  r a t e s ,  a c h i e v i n g  t h e  M 1  g r o w t h  a s s u m e d  n e v e r t h e -  

l e s s  wou ld  seem t o  r e q u i r e  r i s i n g  r a t e s  l a t e r  i n  t h e  y e a r  a n d  on 

i n t o  1 9 8 2 .  

M K .  Ze i se l  w i l l  c o n t i n u e  t h e  p r e s e n t a t i o n  w i t h  a 

d i s c u s s i o n  o f  r e c e n t  a n d  p r o s p e c t i v e  d e v e l o p m e n t s  i n  t h e  d o m e s t i c  

economy.  
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The economy r e c o v e r e d  b r i s k l y  f r o m  t h e  s h a r p  s p r i n g  

c o n t r a c t i o n ,  a n d  e n d e d  t h e  y e a r . o n . . a  s u r p r i s i n g l y  b u o y a n t  n o t e  

o v e r a l l .  A s  i s  e v i d e n t  i n  t h e  n e x t  c h a r t ,  h o w e v e r ,  s 4 g n s  h a v e  

emerged  r e c e n t l y  o f  a s lowdown in s e v e r a l  k e y  s e c t o r s .  

R e t a i l  s a l e s  i n  r e a l  terms a r e  now l i t t l e  c h a n g e d  

f r o m  t h e i r  l e v e l  i n  J u l y .  Much o f  t h e  w e a k n e s s  h a s  b e e n  i n  

a u t o s ,  w i t h  u n i t  s a l e s  c o n t i n u i n g  w e l l  b e l o w  p r e r e c e s s i o n  

l e v e l s .  W h i l e  t h e  l e v e l  o f  h o u s i n g  a c t i v i t y - - t h e  r i g h t  h a n d  

p a n e l - - r e m a i n s  s u r p r i s i n g l y  s t r o n g  i n  t h e  f a c e  o f  h i s t o r i c a l l y  

h i g h  i n t e r e s t  r a t e s ,  s t a r t s  h a v e  l e v e l e d  o f f  w e l l  b e l o w  t h e i r  

p r e v i o u s  h i g h ;  a n d  f i e l d  r e p o r t s  a n d  Redbook comments  c o n t i n u e  

t o  s u g g e s t  a d o w n t u r n ;  t h e  a d v a n c e  r e p o r t  on p e r m i t s  f o r  t h e  

f i r s t  h a l f  o f  J a n u a r y ,  i n  f a c t ,  shows  a s h a r p  d e c l i n e .  

The  b o t t o m  two p a n e l s  i n d i c a t e  t h e  r e l a t i v e l y  s t r o n g  

p r o d u c t i o n  a n d  employmen t  r e b o u n d  i n  t h e  l a s t  h a l f  y e a r .  B o t h  

m e a s u r e s  h a v e  a b o u t  r e c o v e r e d  t h e i r  e a r l i e r  l o s s e s .  But  a s  i s  

e v i d e n t ,  t h e  p r o d u c t i o n  o f  m o t o r  v e h i c l e s  and  c o n s t r u c t i o n  

s u p p l i e s  remains c o n s p i c u o u s l y  b e l o w  e a r l i e r  l e v e l s  a n d  w i t h  

demand weak ,  f u r t h e r  s h a r p  c u t s  i n  a u t o  o u t p u t  o c c u r r e d  i n  

J a n u a r y .  I n  t h e  c a s e  o f  e m p l o y m e n t ,  t o t a l  h i r i n g  a p p e a r s  t o  

h a v e  o u t s t r i p p e d  g r o w t h  i n  o v e r a l l  o u t p u t - - p o r t e n d i n g  some 

downward a d j u s t m e n t s  o f  p a y r o l l s  i n  t h e  a b s e n c e  o f  f u r t h e r  

i n c r e a s e s  i n  demand.  
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The t o p  p a n e l  o f  t h e  n e x t  c h a r t  s h o w s  t h e  s h a r p  c o n -  

t r a c t i o n  a n d  r e c o v e r y  i n  r e a l  GNP g r o w t h  o v e r  t h e  p a s t  y e a r .  

Rea l  o u t p u t  i n  t h e  f o u r t h  q u a r t e r ,  h o w e v e r ,  was no h i g h e r  t h a n  

a y e a r  e a r l i e r ,  a s  i l l u s t r a t e d  i n  t h e  l o w e r  p a n e l .  And, as 

i s  i n d i c a t e d ,  w e  a r e  p r o j e c t i n g  a p r o g r e s s i v e  s l o w i n g  i n  t h e  

p a c e  o f  a c t i v i t y  o v e r  t h e  f i r s t  h a l f  o f  1 9 8 1 ,  r e f l e c t i n g  a 

c o n t r a c t i o n  i n  h o u s i n g  a c t i v i t y ,  a n d  a w e a k e n i n g  i n  c o n s u m p t i o n  

owing  i n  p a r t  t o  a c c e l e r a t i n g  i n f l a t i o n  and  t h e  b i g g e r  S o c i a l  

S e c u r i t y  t a x  b i t e .  The  e c o n o m i c  momentum e v i d e n t  a t  y e a r - e n d  

s t i l l  seems l i k e l y  t o  r e s u l t  in a m o d e r a t e  g a i n  i n  r e a l  GNP 

t h i s  q u a r t e r ,  b u t  d e s p i t e  e v i d e n c e  o f  c o n s i d e r a b l e  p o t e n t i a l  

demand,  f u n d a m e n t a l  p o l i c y  c o n s t r a i n t s  d i c t a t e  v e r y  s l u g g i s h  

g r o w t h ,  on b a l a n c e ,  o v e r  t h e  p r o j e c t i o n  p e r i o d .  F o l l o w i n g  a 

sma l l  d e c l i n e  t h i s  s p r i n g ,  r e a l  GNP i s  p r o j e c t e d  t o  i n c r e a s e  

o n l y  f r a c t i o n a l l y  t h r o u g h  1 9 8 2 .  

I 

The s t r e n g t h  o f  c o n s u m e r  demand r e c e n t l y  was p a r t i c u -  

l a r l y  s u r p r i s i n g l y  b u t  i t  became a b i t  l e s s  s o  w i t h  t h e  i s s u a n c e  

o f  r e v i s e d  n a t i o n a l  i n c o m e  a n d  p r o d u c t  d a t a  i n  December .  As 

shown i n  t h e  t o p  p a n e l s  o f  t h e  n e x t  c h a r t ,  b o t h  p e r s o n a l  i n c o m e  

and  t h e  s a v i n g  r a t e  were r e v i s e d  u p ,  t h e  l a t t e r  by a b o u t  1% 

p e r c e n t a g e  p o i n t s  on a v e r a g e  a f t e r  mid -1979 ,  s u g g e s t i n g  l e s s  

p r e s s u r e  on h o u s e h o l d  b u d g e t s  t h a n  h a d  b e e n  a s s u m e d .  

T h e  l o w e r  two p a n e l s  a l s o  a r e  u s e f u l  in u n d e r s t a n d i n g  

t h e  r e l a t i v e  s t r e n g t h  i n  c o n s u m e r  o u t l a y s ;  t h e  s l o w e r  g r o w t h  

o f  c o n s u m e r  c r e d i t  h a s  p e r m i t t e d  r e p a y m e n t  o b l i g a t i o n s  t o  b e  
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b r o u g h t  i n t o  b e t t e r  a l i g n m e n t  w i t h  d i s p o s a b l e  income .  The b o t t o m  

p a n e l  i l l u s t r a t e s  t h e  d e c l i n i n g  p r o p o r t i o n  o f  d i s p o s a b l e  i n c o m e  

c h a n n e l e d  i n t o  f o o d  a n d  e n e r g y  s i n c e  l a s t  s p r i n g .  N e v e r t h e l e s s ,  

b o t h  o f  t h e s e  r a t i o s  r e m a i n  q u i t e  h i g h  h i s t o r i c a l l y , ,  l e a v i n g  

d i s c r e t i o n a r y  c o n s u m e r  s p e n d i n g  s t i l l  v u l n e r a b l e  t o  a , s u b s t a n t i a l  

w e a k e n i n g  i n  r e a l  i n c o m e  g r o w t h .  

A s  t h e  t o p  p a n e l  o f  t h e  n e x t  c h a r t  s h o w s ,  t h e  r e v i s e d  

s a v i n g  r a t e  r e m a i n s  r e l a t i v e l y  l o w - - a b o u t  a p e r c e n t a g e  p o i n t  

b e l o w  t h e  p o s t w a r  a v e r a g e .  The s a v i n g  r a t e  i s  p r o j e c t e d  t o  

d r o p  i n  t h e  f i r s t  h a l f  o f  t h e  y e a r  i n  r e s p o n s e  t o  w e a k e r  r ea l  

d i s p o s a b l e  i n c o m e ,  a n d  t o  b e g i n  r i s i n g  w i t h  t h e  m i d y e a r  t a x  

c u t .  S t i l l ,  t h e  r a t e  i s  p r o j e c t e d  t o  move only i n t o  t h e  5-5% 

p e r c e n t  r a n g e ,  r e f l e c t i n g  c o n s u m e r s  e f f o r t s  t o  m a i n t a i n  l i v i n g  

s t a n d a r d s  i n  t h e  f a c e  o f  s l o w  i n c o m e  g r o w t h .  

As t h e  l o w e r  p a n e l  s h o w s ,  w e  a r e  f o r e c a s t i n g  a s l u g g i s h  

p a c e  o f  g r o w t h  o f  c o n s u m e r  o u t l a y s ,  t r a c k i n g  t h e  e x p e c t e d  p e r -  

f o r m a n c e  o f  r e a l  d i s p o s a b l e  income  a n d  o v e r a l l  a c t i v i t y .  

The s t r o n g  p e r f o r m a n c e  o f  h o u s i n g  r e c e n t l y  i n  t h e  f a c e  

o f  e x c e p t i o n a l l y  h i g h  i n t e r e s t  r a t e s ,  a s  p o r t r a y e d  i n  t h e  t o p  

p a n e l  o f  t h e  n e x t  c h a r t ,  ha s  l e d  us t o  r e v i s e  our f o r e c a s t  

somewha t .  In a s s e s s i n g  t h e  f e c t o r s  d e t e r m i n i n g  h o u s i n g  a c t i v i t y ,  

i t  i s  c l e a r  t h a t  s t r o n g  u n d e r l y i n g  demand p r e s s u r e s  a r e  i n  

p l a c e .  Homeownersh ip  ha8 r e m a i n e d  a k e y  h e d g e  a g a i n s t  i n f l a t i o n .  

M o r e o v e r ,  t h e  demand f o r  h o u s i n g  is s u p p o r t e d  b y  f u n d a m e n t a l  

d e m o g r a p h i c  f o r c e s .  N e v e r t h e l e s s ,  i t  i s  o u r  v i e w  t h a t  f i n a n -  

c i a l  c o n s i d e r a t i o n s  w i l l  r e m a i n  a m a j o r  f a c t o r  damping  a c t i v i t y .  

A s  t h e  l o w e r  p a n e l  s h o w s ,  we e x p e c t  t h a t  t h e  r i s e  i n  t h e  
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p r e - t a x  c o s t s  of  s e r v i c i n g  s t a n d a r d  m o r t g a g e  c o n t r a c t s  w i l l  

c o n t i n u e  t o  O u t s t r i p  income  g r o w t h ,  i n c r e a s i n g l y  d i s s u a d i n g  

o r  d i s q u a l i f y i n g  p o t e n t i a l  b u y e r s .  H i g h e r  f i n a n c i n g  c o s t s  a l s o  

a r e  l i k e l y  t o  d i s c o u r a g e  c o n s t r u c t i o n ,  e s p e c i a l l y  n i u l t i f a m i l y  

u n i t s  t h a t  g e n e r a l l y  i n v o l v e  l o n g  l e a d  t imes.  

As shown on t h e  n e x t  c h a r t ,  w e  a r e  p r o j e c t i n g  a 

d e c l i n e  i n  t o t a l  h o u s i n g  s t a r t s  f r o m  t h e  c u r r e n t  1% m i l l i o n  

a n n u a l  r a t e  t o  a b o u t  1.3 m i l l i o n  u n i t s  f o r  m o s t  o f  1 9 8 1 .  w i t h  

o n l y  a s l i g h t  p i c k u p  i n  a c t i v i t y  i n  1 9 8 2 ,  r e f l e c t i n g  a c c u m u l a t -  

i n g  demand p r e s s u r e s .  

The n e x t  c h a r t  a d d r e s s e s  t h e  o u t l o o k  f o r  b u s i n e s s  

c a p i t a l  s p e n d i n g .  A s  i n d i c a t e d  in t h e  t o p  p a n e l s ,  l e a d  i n d i c a t o r s  

o f  c a p i t a l  s p e n d i n g  a r e  g e n e r a l l y  b e l o w  t h e i r  r e c e n t  p e a k s ;  

r e a l  new o r d e r s  f o r  c a p i t a l  e q u i p m e n t  h a v e  b e e n  t r e n d i n g  down 

and  b a c k l o g s  h a v e  b e e n  s h r i n k i n g .  In a d d i t i p n ,  n o n r e s i d e n t i a l  

c o n s t r u c t i o n  c o n t r a c t s  h a v e  b e e n  s l u g g i s h  f o r  some t i m e .  T h e s e  

f a c t s  s u g g e s t  a c o n t i n u e d ,  a l b e i t  m o d e r a t e ,  d e c l i n e  i n  f i x e d  

c a p i t a l  o u t l a y s  t h r o u g h  1 9 8 1 .  

The  i n v e s t m e n t  o u t l o o k  f o r  1 9 8 2  i s  o b v i o u s l y  more  

s p e c u l a t i v e .  But  t h e  c o s t s  o f  d e b t  c a p i t a l  w i l l  remain h i g h  

a n d ,  a s  t h e  m i d d l e  p a n e l  s h o w s ,  w e  e x p e c t  c a p a c i t y  u t i l i z a t i o n  

t o  r e m a i n  weak ,  g e n e r a t i n g  l i t t l e  demand f o r  e x p a n s i o n  o f  c a p i t a l  

s t o c k  e x c e p t  in f a s t  g r o w i n g  s e c t o r s  s u c h  a s  d e f e n s e  o r  e n e r g y -  

r e l a t e d  i n d u s t r i e s .  N e v e r t h e l e s s ,  a s s u m i n g  new t a x  i n c e n t i v e s ,  

,.’ 
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we expect capital outlays to level off and start edging up in 

real terms during 1982. 

As is evident in the top panels of the next chart, 

inventories have proven to be less of a problem tha'n has been 

typical in periods of large swings in demand and outpdt. The 

inventory imbalances that developed during last spring's reces- 

sion appear to have been largely a function of the sharp contrac- 

tion in sales, and inventorylsales ratios have moved much of 

the way down again. As shown in the middle chart, business 

firms generally are keeping stocks under control. 

We are projecting that business will succeed in keep- 

ing inventories in line with sales, and as is evident in the 

bottom chart, this implies a small runoff in the second half 

of 1981. and little inventory investment through 1982. 

The next chart addresses the government component of 

spending. Federal defense purchases are projected to continue 

rising in 1981 and 1982--moving up in real terms at about a 9 

percent rate--somewhat more than budgeted by the Carter administra- 

tion. We are assuming offsetting reductions in federal nondefense 

purchases, as well as substantial cuts in transfers to individuals 

and in real grants to states and localities--shown in the 

second panel. This cutback will further tighten the fiscal 

position o f  these jurisdictions--shown in the third panel--at 

a time when their operating budgets will already have deteriorated 

significantly due to high interest rates and increased pressure 
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on r e c e i p t s .  As a r e s u l t ,  w e  a n t i c i p a t e  t h a t  r e a l  o u t l a y s  of 

s t a t e s  and l o c a l i t i e s  w i l l  c o n t i n u e  t o  d e c l i n e  a n d ,  i n  a g g r e g a t e ,  

r e a l  t o t a l  government p u r c h a s e s  a r e  p r o j e c t e d  t o  show l i t t l e  

growth i n  t h e  n e x t  two y e a r s .  

As t h e  t o p  p a n e l  of t h e  n e x t  c h a r t  i n d i c a t e s ,  w e  

a n t i c i p a t e  v i r t u a l l y  no i n c r e a s e  i n  employment o v e r  t h e  p r o j e c -  

t i o n  p e r i o d .  Some d e c l i n e  i n  j o b s  is l i k e l y  t o  accompany t h e  

c u t b a c k  in p r o d u c t i o n  i n  e a r l y  1981,  and o n l y  s m a l l  g a i n s  a r e  

e x p e c t e d  t h e r e a f t e r .  L imi t ed  j o b  o p p o r t u n i t i e s  shou ld  f u r t h e r  

damp l a b o r  f o r c e  growth.  N e v e r t h e l e s s ,  t h e  e x p a n s i o n  o f  l a b o r  

s u p p l y  l i k e l y  w i l l  o u t p a c e  j o b  c r e a t i o n ,  and t h e  unemployment 

rate--shown i n  t h e  bot tom p a n e l - - i s  p r o j e c t e d  t o  move up q u i c k l y  

t h i s  s p r i n g  and t h e n  t o  d r i f t  h i g h e r ,  r e a c h i n g  9 p e r c e n t  by t h e  

end o f  1982.  

As i l l u s t r a t e d  i n  t h e  riext c h a r t ,  compensa t ion  c o s t s  

a r e  e x p e c t e d  t o  c o n t i n u e  i n c r e a s i n g  s t r o n g l y  d u r i n g  1 9 8 1  d e s p i t e  

h i g h  and r i s i n g  unemployment. The u n d e r l y i n g  t r e n d  i n  wage 

r a t e s  w i l l  b e  s u s t a i n e d  i n  t h e  n e a r  term by h i g h  r a t e s  o f  i n f l a -  

t i o n  in consumer goods.  Moreover ,  t h e  l a r g e  r e c e n t  h i k e  i n  

p a y r o l l  t a x e s  w i l l  add s i g n i f i c a n t l y  t o  compensa t ion  c o s t s  e a r l y  

t h i s  y e a r .  By 1982,  however ,  i n c r e a s e s  i n  compensa t ion  c o s t s  

shou ld  m o d e r a t e ,  r e f l e c t i n g  t h e  ex tended  p e r i o d  of l a b o r  marke t  

s l a c k ,  some s l o w i n g  o f  i n f l a t i o n ,  and a s m a l l e r  S o c i a l  S e c u r i t y  

t a x  i n c r e a s e .  
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As t h e  m i d d l e  p a n e l  i l l u s t r a t e s ,  i t  i s  n o t  u n t i l  

1 9 8 2  t h a t  p r o d u c t i v i t y  i s  e x p e c t e d  t o  b e g i n  t o  c o n t r i b u t e  t o  

a l l e v i a t i n g  t he  i m p a c t  of  r i s i n g  w a g e s  on l a b o r  c o s t s .  With 

no i n c r e a s e  i n  o u t p u t ,  w e  a r e  f o r e c a s t i n g  a n o t h e r  s t a g n a n t  y e a r  

f o r  p r o d u c t i v i t y  i n  1 9 8 1  a n d  o n l y  a s l i g h t  r i s e  i n  1 9 8 2  i n  l i n e  

w i t h  t h e  e x p e c t e d  i n c r e a s e  i n  a c t i v i t y .  N e v e r t h e l e s s ,  t h i s  

i m p r o v e m e n t ,  when combined  w i t h  t h e  r e d u c t i o n  i n  wage p r e s s u r e s ,  

i s  e x p e c t e d  t o  r e s u l t  i n  a d i s t i n c t  d e c e l e r a t i o n  o f  u n i t  l a b o r  

c o s t s ,  w h i c h  a r e  p r o j e c t e d  t o  i n c r e a s e  a t  a b o u t  a 7% p e r c e n t  

r a t e  i n  1 9 8 2 .  

The  o u t l o o k  f o r  p r i c e s  i s  a d d r e s s e d  i n  t h e  n e x t  c h a r t .  

In a d d i t i o n  t o  t h e  c o n t i n u e d  p r e s s u r e  f r o m  r i s i n g  u n i t  l a b o r  

c o s t s ,  a r a p i d  r a t e  of r i s e  i n  t h e  g e n e r a l  p r i c e  l e v e l  t h i s  . y e a r .  

w i l l  b e  s u s t a i n e d  by h i g h e r  e n e r g y  a n d  f o o d  p r i c e s ,  a s  shown 

i n  t h e  t o p  p a n e l .  R e c e n t  OPEC p r i c e  i n c r e a s e s ,  a s  w e l l  a s  t h e  

P r e s i d e n t ’ s  d e c i s i o n  t o  d e c o n t r o l  d o m e s t i c  o i l  i m m e d i a t e l y ,  

c o n c e n t r a t e  t h e  e n e r g y  p r i c e  i i s e  i n  t h e  e a r l y  p a r t  o f  1 9 8 1 ,  

a n d  e n e r g y  p r i c e  p r e s s u r e s  a r e  p r o j e c t e d  t o  ease c o n s i d e r a b l y  

i n  t h e  s e c o n d  h a l f .  Food p r i c e  i n c r e a s e s  a l s o  a r e  e x p e c t e d  t o  

b e  r a p i d  in t h e  n e a r  t e r m ,  r e f l e c t i n g  i n  p a r t  t h e  i m p a c t  of  

t h e  F l o r i d a  f r e e z e ,  b u t  more  f u n d a m e n t a l l y  t h e  s u p p l y  c o n s i d e r a -  

t i o n s  t h a t  p o r t e n d  i n c r e a s e d  meat p r i c e s .  But  b o t h  f o o d  and  

e n e r g y  p r i c e s  s h o u l d ,  a b s e n t  more  b a d  l u c k ,  b e  r i s i n g  a t  a more  

m o d e r a t e  r a t e  i n  l a t e  1 9 8 1  a n d  i n  1 9 8 2 ,  l e n d i n g  s u p p o r t  t o  

r e d u c e d  p r e s s u r e  f r o m  l a b o r  c o s t s  i n  e a s i n g  o v e r a l l  i n f l a t i o n .  
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A s  i n d i c a t e d  i n  t h e  b o t t o m  p a n e l ,  w e  a r e  f o r e c a s t i n g  t h a t  o v e r a l l  

p r i c e s  w i l l  r i s e  a t  about  a 7-3/4 p e r c e n t  r a t e  i n  1 9 8 2 ,  down 

from t h e  10 p e r c e n t  p a c e  i n  1980 and 1 9 8 1 .  

Mr. Truman w i l l  c o n t i n u e  w i t h  a d i s c u s s i o n  o f  t h e  

i n t e r n a t i o n a l  o u t l o o k .  
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E.M. "ruman 
February 2 ,  1981 

PaMC Chart Show Presenta t ion  

The black l i n e  i n  the  top panel of the f i r s t  i n t e rna t iona l  

cha r t  shows t h a t  the fore ign  exchange value o f  the  d o l l a r  r ecen t ly  has 

regained the  near-term peak reached last March and A p r i l  -- about 6 

percent above i ts  1978 low. A s  shown by the red l i n e  i n  the  cha r t ,  the 

d o l l a r ' s  apprec ia t ion  s ince  l a t e  1978 has been somewhat more pronounced 

a f t e r  adjustment for the  f a s t e r  pace o f  i n f l a t i o n  i n  the  United S t a t e s  

than on average abroad. 

The bottom panel of  the c h a r t  shows movements i n  U.S. and for -  

I n t e r e s t  r a t e s  e ign short-term i n t e r e s t  r a t e s  over the pas t  four years.  

abroad have declined somwehat on average over t h e  pas t  9 months. 

expect t h a t  dec l ine  t o  extend i n t o  the fo recas t  per iod,  bu t  the  reduc- 

t i o n  w i l l  be small and i s  l i k e l y  t o  be constrained by t h e  pers i s tence  

of  high U.S. i n t e r e s t  r a t e s .  Changes i n  the d i f f e r e n t i a l  between U.S. 

and fore ign  i n t e r e s t  r8tes .over  the p a s t  year  or so have been dominated 

by movements i n  U.S.  i n t e r e s t  r a t e s  and have been an important f ac to r  

a f f e c t i n g  the  d o l l a r ' s  fore ign  exchange value. However, i n t e r e s t  r a t e s  

do not  provide a complete explanation of  the d o l l a r ' s  t rend;  the  nominal 

i n t e r e s t  r a t e  d i f f e r e n t i a l  was almost as wide i n  late 1978 and last 

Spring as it  has been recent ly .  

cu r ren t  account pos i t i on  swung i n t o  surp lus  i n  1980. 

We 

A p r i n c i p a l  d i f f e rence  i s  t h a t  the U.S. 

Over the fo recas t  period, we expect the d o l l a r  i n  nominal 

terms t o  remain c lose  t o  the l e v e l  i t  has reached i n  recent  days. %is 

p ro jec t ion  is grounded on the  cont inuat ion of  r e l a t i v e l y  high U.S. i n t e r -  

e s t  r a t e s  and of  the U.S. cur ren t  account surp lus ,  a t  a time when many 
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other  i n d u s t r i a l  count r ies  continue t o  have d e f i c i t s .  However, as was  

the case l a s t  year ,  the  d o l l a r ' s  t rend  could wel l  be in t e r rup ted  from 

time to  time. 

The upper panel of the next cha r t  shows t h a t  the expansion of 

r e a l  GNP e s s e n t i a l l y  came t o  a h a l t  i n  the major fore ign  i n d u s t r i a l  

count r ies  i n  1980. 

United Kingdom, Canada and, possibly,  France -- appear t o  have experi-  

enced negat ive growth. We expect only a moderate pickup i n  growth abroad 

i n  1981 and somewhat f a s t e r  growth i n  1982, although growth abroad is 

expected t o  be  more rap id  than is projec ted  f o r  t h e  United S ta t e s .  

Three of the t en  count r ies  i n  our average -- the  

As i s  shown i n  the lower panel,  we expect that on average con- 

sumer p r i ces  abroad w i l l  continue t o  increase  a t  a l e s s  rap id  pace than 

i n  the United S ta tes .  In f a c t  much o f  the reduction i n  the pace of in- 

f l a t i o n  abroad shown i n  the c h a r t  f o r  1981 was a l ready  recorded la te  last 

year. This reduct ion r e f l e c t e d  t h e  end of the o i l - r e l a t ed  surge e a r l y  in 

1980 but  a l s o ,  more s i g n i f i c a n t l y ,  the dec l ine  in underlying i n f l a t i o n  i n  

Japan and the United Kingdom. 

Against this background, the  next  cha r t  p resents  our projec-  

. t i ons  f o r  the  components of the U.S. t r ade  balance. As is shown i n  the 

upper left-hand panel ,  the volume of U.S. non-agricul tural  exports  decl ined 

somewhat i n  the second h a l f  of las t  year  and i s  expected t o  show l i t t l e  

o r  no expansion during 1981. Next year ,  desp i t e  the pickup i n  growth 

abroad, we expect a dec l ine  i n  the volume o f  such exports  because of the  

cumulative e f f e c t s  of the  e ros ion  o f  U.S. p r i ce  competitiveness. 

In con t ra s t ,  we a r e  pro jec t ing  a resumption of the gradual ex- 

pansion i n  the volume of U.S. a g r i c u l t u r a l  exports ,  a s  is shown i n  the  
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upper right-hand panel. Lower harves ts  abroad i n  1980 have contr ibuted 

t o  s t rong  demand fo r  U.S .  exports ,  some of which is now coming from non- 

t r a d i t i o n a l  markets replacing demand from Russia. 

Turning t o  the import s ide ,  i n  the lower left-hand panel,  we 

expect an 8 percent r i s e  over the next  e igh t  qua r t e r s  i n  t h e  volume of 

our non-oil imports. 

domestic demand i n  the United S t a t e s  and, more s i g n i f i c a n t l y ,  by the 

e f f e c t s  of the dec l ine  i n  U.S. p r i ce  competitiveness. 

This increase is caused p a r t l y  by the  pickup i n  

Our pro jec t ion  f o r  U.S. o i l  imports i s  shown i n  the lower 

right-hand panel. 

ported o i l  w i l l  increase  10 percent  t h i s  qua r t e r  and another 6-1/2 per- 

cent next quar te r .  

announcements and the t igh tness  in t h e  o i l  market assoc ia ted  with 

the  e f f e c t s  on OPEC production of the I ran- I raq  war. 

t h a t  a f t e r  mid-year the p r i ce  of imported o i l  w i l l  remain roughly constant  

i n  r e a l  terms. 

recovery from the temporarily depressed r a t e s  i n  the second half of  1980, 

w i l l  continue t o  t rend down under the  inf luence of slow U.S. r e a l  growth 

and the  lagged e f f e c t s  on consumption o f  e a r l i e r  rap id  p r i ce  increases.  

Expected p r i c e  increases ,  however, more than o f f s e t  t h e  expected dec l ine  

It i s  based on the assumption t h a t  the p r i c e  of  im- 

These assumptions reflect t h e  recent  OPEC p r i c e  

We a r e  assuming 

We expect t h a t  the volume of U.S. o i l  imports, a f t e r  a 

in the volume; consequently we  expect t h a t  t h e  U.S, oil-import b i l l .  which 

reached about $80 b i l l i o n  in  1980, w i l l  rise t o  about $90 b i l l f o n  i n  1981 

and $95 b i l l i o n  in  1982. 

The last i n t e r n a t i o n a l  chart summarizes our  t r a d e  and cu r ren t  

account fo recas t .  As is i l l u s t r a t e d  in t h e  upper panel ,  t h e  U.S. t r a d e  

d e f i c i t  wae reduced t o  about $15 b i l l i o n  at  an annual rate in the  second 



half of 1980. 

be in the $20-25 b i l l i on  range. Meanwhile, the U.S. surplus on non-trade 

current account transactions showed l i t t l e  increase in 1980, ref lect ing 

the negative accounting e f fec ts  of the Aramco takeover in the f i r s t  half 

as w e l l  as the e f fec ts  of sluggish growth abroad on recorded net invest- 

ment income receipts. 

increase more rapidly in  1981 and 1982. 

This year and next year, the trade d e f i c i t  is expected to  

We expect t ha t  the surplus on non-trade items w i l l  

Consequently, as is i l l u s t r a t ed  in the middle panel, w e  expect 

tha t  the U.S. current account surplus, which is now estimated t o  have been 

about $16 b i l l i on  a t  an annual rate in the second half of 1980, will be 

about $12 b i l l i on  in 1981 and $18 b i l l i on  in 1982. 

Finally, as is shown in the lower panel of the chart ,  we expect 

only a small, posi t ive contribution of exports of goods and services t o  

GNP during the next two years, in contrast  with the s ignif icant  contribu- 

t ions during the past  three years. 

contribution comes from increased service receipts.  Meanwhile, imports 

of goods and services are expected t o  increase moderately from t h e i r  

recent, depressed levels. 

Moreover, almost a l l  of this projected 

M r .  Kichline w i l l  complete our presentatinn. 



J a m e s  L .  K i c h l i n e  
F e b r u a r y  2 ,  1 9 8 1  

CONCLUSION -- POMC CHART SHOW 

T h e  t o p  p a n e l  of  t h e  n e x t  c h a r t  d i s p l a y s  f u n d s  r a i s e d  

by d o m e s t i c  n o n f i n a n c i a l  s e c t o r s  t h o u g h t  t o  b e  c o n s i s t e p t  w i t h  

t h e  s t a f f ' s  e c o n o m i c  f o r e c a s t .  T o t a l  b o r r o w i n g  is p r o j e c t e d  t o  

b e  a b o u t  t h e  same in 1 9 8 1  a s  t h e  r e d u c e d  v o l u m e  l a s t  y e a r ,  a n d  

t o  grow somewhat  in 1 9 8 2  a l t h o u g h  b y  l e s s  t h a n  t h e  g r o w t h  of  

n o m i n a l  G N P .  R e s t r a i n t  on b o r r o w i n g  a p p e a r s  in p r i v a t e  s e c t o r s ,  

w h e r e  b o r r o w i n g  i s  n o t  e x p e c t e d  t o  c h a n g e  much o v e r  t h e  f o r e c a s t  

p e r i o d  a n d  t o  r e m a i n  a p p r e c i a b l y  b e l o w  t h a t  e x p e r i e n c e d  in t h e  

l a t e  1 9 7 0 s  when p r i c e s  were l o w e r .  The c r e d i t  m a r k e t  e n v i r o n m e n t  

p r o j e c t e d  i s .  o f  c o u r s e ,  a r e f l e c t i o n  of  m o n e t a r y  r e s t r a i n t ,  

s t r o n g  p o t e n t i a l  d e m a n d s ,  a n d  r e s u l t i n g  upward  p r e s s u r e s  on 

i n t e r e s t  r a t e s .  B o r r o w i n g  by t h e  f e d e r a l  g o v e r n m e n t  i s  s i z a b l e ,  

e s p e c i a l l y  i n  1 9 8 2 .  T r e a s u r y  b o r r o w i n g  r e l a t i v e  t o  GNP, t h e  

b o t t o m  p a n e l ,  r i s e s  in 1 9 8 2  b u t  r e m a i n s  b e l o w  t h e  r e c e n t  p e a k  

in 1 9 7 5 .  However ,  1 9 7 5  was a p e r i o d  o f  s l u g g i s h  demands  a n d  a 

l e s s  r e s t r i c t i v e  m o n e t a r y  p o l i c y  t h a n  t h a t  b u i l t  i n t o  t h e  f o r e c a s t  

f o r  1 9 8 2 ,  a n d  s u c h  bOKKOWing in t h e  f o r e c a s t  is c o n s i s t e n t  w i t h  

more  p r e s s u r e s  on m a r k e t s  t h a n  a p p e a r e d  e a r l i e r .  

In p r i v a t e  m a r k e t s .  b o r r o w i n g  r e q u i r e m e n t s  of  non-  

f i n a n c i a l  c o r p o r a t i o n s - - s h o w n  i n  t h e  t o p  l e f t  p a n e l  of  t h e  

n e x e  c h a r t - - a r e  p r o j e c t e d  t o  d e c l i n e  o v e r  t h e  f o r e c a s t  p e r i o d .  

E x p e n d i t u r e s  on p l a n t  a n d  e q u i p m e n t  a n d  i n v e n t o r i e s  a r e  r a t h e r  

r e s t r a i n e d  f o r  r e a s o n s  d i s c u s s e d  b y  M r .  Z e i s e l  w h i l e  g r o w t h  o f  
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i n t e r n a l  f u n d s  i s  b o l s t e r e d  by t h e  a s s u m e d  t a x  c u t .  

T o t a l  f u n d s  r a i s e d - - t h e  t o p  r i g h t  p a n e l - - i s  p r o j e c t e d  

t o  c o n t i n u e  f a l l i n g  f r o m  t h e  p e a k  i n  1979, w i t h  e s p e c i a l l y  r e d u c e d  

r e l i a n c e  on b a n k  l o a n s  a n d  s h o r t - t e r m  p a p e r .  B a l a n c e  s h e e t  

s t r u c t u r e s  w i l l  p r o v i d e  i n c e n t i v e s  t o  f u n d  s h o r t - t e r m  d 'eb t  e v e n  

a t  r a t e s  t h a t  f i r m s  may n o t  f i n d  a s  a t t r a c t i v e  a s  t h e y  wou ld  l i k e .  

The  r a t i o  o f  s h o r t - t e r m  d e b t  r e l a t i v e  t o  t o t a l  d e b t  o u t s t a n d i n g - -  

t h e  b o t t o m  l e f t  p a n e l - - d e c l i n e s  somewhat  o v e r  t h e  f o r e c a s t  p e r i o d  

b u t  i s  s t i l l  h i g h  i n  a n  h i s t o r i c a l  c o n t e x t .  H o l d i n g s  o f  l i q u i d  

a s s e t s  r e l a t i v e  t o  s h o r t - t e r m  l i a b i l i t i e s  a l s o  a r e  p r o j e c t e d  t o  

c o n t i n u e  t o  i m p r o v e  f r o m  t h e  l o w  l e v e l  r e a c h e d  i n  1979. Even so 

i t ' s  a n  o u t l o o k  w i t h  c o n s i d e r a b l e  r i s k  f o r  w e a k e r  f i r m s  g i v e n  

h i g h  n o m i n a l  i n t e r e s t  r a t e s ,  t h e i r  l i m i t e d  f i n a n c i a l  f l e x i b i l i t y ,  

a n d  s a l e s  v o l u m e s  t h a t  may w e l l  p r o v e  d i s a p p o i n t i n g .  

The  r e s t r a i n t  i n  h o u s e h o l d  b o r r o w i n g  i s  shown on t h e  

n e x t  c h a r t .  N e t  r e s i d e n t i a l  m o r t g a g e  l o a n s  t a k e n  on b y  h o u s e -  

h o l d s  a r e  p r o j e c t e d  t o  c h a n g e  l i t t l e  f r o m  t h a t  r e g i s t e r e d  l a s t  

y e a r  a s  r e a l  e s t a t e  a c t i v i t y  i s  damped b y  t h e  f i n a n c i a l  e n v i r o n -  

men t .  B u t  a c t i v i t y  i s  n e v e r t h e l e s s  r e l a t i v e l y  w e l l  m a i n t a i n e d  

i n  t h e  f a c e  o f  m o r t g a g e  r a t e s  p r o j e c t e d  t o  r e m a i n  i n  t h e  a r e a  

of  1 5  p e r c e n t .  C r e a t i v e  f i n a n c i n g  t e c h n i q u e s  w i l l  h e l p  t o  

g e n e r a t e  a c t i v i t y ,  w i t h  t h e  a c t u a l  i n t e r e s t  r a t e s  p a i d  a t  l e a s t  

i n i t i a l l y  a v e r a g i n g  l e s s  t h a n  1 5  p e r c e n t .  O t h e r  b o r r o w i n g  b y  

h o u s e h o l d s  was s e v e r e l y  d e p r e s s e d  i n  1980 a s  a r e s u l t  o f  c r e d i t  

c o n t r o l s  a n d  t h e  c o l l a p s e  o f  c o n s u m e r  d u r a b l e  p u r c h a s e s  i n  t h e  

s p r i n g .  We e x p e c t  s u c h  b o r r o w i n g  t h i s  y e a r  a n d  n e x t  w i l l  r u n  
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a b o v e  t h e  p a c e  i n  1 9 8 0 ,  b u t  g e n e r a l l y  r e m a i n  m o d e r a t e  in l i g h t  

o f  r e s t r a i n t s  on p u r c h a s e s  of  d u r a b l e  g o o d s ,  e s p e c i a l l y  a u t o s .  

T h e  l i m i t e d  g r o w t h  o f  h o u s e h o l d  b o r r o w i n g  s h o u l d  l e a d  

t o  some f u r t h e r  i m p r o v e m e n t  i n  f i n a n c i a l  p o s i t i o n s ,  a l t h o u g h  

many i n d i v i d u a l  h o u s e h o l d s  c o u l d  w e l l  e x p e r i e n c e  s e v e r e  p r e s s u r e s .  

Loan  d e l i q u e n c i e s  a n d  o t h e r  s i m i l a r  e v i d e n c e  p r o v i d e  a m i x e d  

p i c t u r e  b u t  on b a l a n c e  a r e  n o t  now i n d i c a t i n g  m a j o r  p r o b l e m s .  

F o r  some f i n a n c i a l  i n s t i t u t i o n s  s e r i o u s  d i f f i c u l t i e s  

a r e  i n  p r o s p e c t .  The  n e x t  c h a r t  shows  t h e  e a r n i n g s  p o s i t i o n  o f  

S & L s  a n d  m u t u a l  s a v i n g s  b a n k s .  Net i n c o m e  r e l a t i v e  t o  a s s e t s  

d r o p p e d  c o n s i d e r a b l y  i n  1980  a n d  i s  p r o j e c t e d  t o  b e  d e e p l y  

n e g a t i v e  f o r  b o t h  s e t s  o f  i n s t i t u t i o n s  t h i s  y e a r  g i v e n  t h e  

i n t e r e s t  r a t e s  i n  t h e  s t a f f  f o r e c a s t .  T h i s  is a s i t u a t i o n  t h a t  

c o u l d  w e l l  r e q u i r e  s p e c i a l  e f f o r t s  t o  a v o i d  f i n a n c i a l  d i s t u r -  

b a n c e s .  

T h e  f o r e c a s t  i m p l i e s  a good d e a l  o f  s t r e s s  a n d  s t r a i n  

on f i n a n c i a l ,  p r o d u c t ,  a n d  l a b o r  m a r k e t s .  The d i f f i c u l t i e s  

f u n d a m e n t a l l y  r e l a t e  t o  h i g h  r a t e s  o f  i n f l a t i o n  a n d  t h e  l a g  i n  

t h e  e f f e c t  o f  r e s t r i c t i v e  p o l i c i e s  on  a g e s  a n d  p r i c e s .  The  

m o n e t a r y  and  f i s c a l  p o l i c i e s  u n d e r l y i n g  t h e  f o r e c a s t  w i l l  a s s i s t  

i n  mak ing  v i s i b l e  p r o g r e s s  on i n f l a t i o n  l a t e r  t h i s  yea r  a n d  

e s p e c i a l l y  i n  1 9 8 2 .  B u t  t h i s  is a n  e n v i r o n m e n t  i n  w h i c h  t h e r e  

a p p e a r s  t o  b e  l i t t l e  o r  no room f o r  r e a l  g r o w t h  i n  t h e  economy.  




